The paper estimates the static trade effects of a customs union comprising Bangladesh, India, Nepal, Pakistan and Sri Lanka. Although these effects are found to vary between countries, for the region as a whole the trade-creation effects appear to be greater than the trade-diversion effects. Despite their smallness, the direction of the change indicated by the static results seems encouraging to possible attempts at the formation of a customs union among South Asian countries.
METHODOLOGY where
The magnitude of the effects of the elimination of tariffs on trade in a commodity following the establishment of a customs union will depend upon four major factors. They are:
(a) the height of the original tariff rates to be eliminated; (b) the size of the fall in prices brought about by the abolition of tariffs; (c) the responsiveness of the import demand to changes in price in the individual countries, i.e. the price elasticity of demand for imports; and (d) the initial volume of imports from the partners, i.e. before the formation of the union.
M. , volume of imports of the ith commodity, Mu,i = initial intra-regional import of the ith commodity, Mv,i initial extra -regional import of the ith commodity, initial tariff rates, c = rates of common external tariff,
The greater the magnitude of each of the above factors, the greater will be the increase in the total volume as well as value of imports. Our analysis of the trade effects is based on a model recently constructed and applied by Bhuyan [5] to a similar study which represents an extension of the classic approach of Viner [27] , formalized and modified by others' , to incorporate in it such changes so as to facilitate also the estimation of the effects of aligning the conunon external tariffs -an important aspect which has hitherto been ignored in the empirical literature. The model assumes that tariffs are the only barrier to trade; the price effects on trade are instantaneous; the production methods, factor supplies, and tastes remain unaltered; other induced changes on imports are non-existent; and the export supply of the union is infinitely elastic.
Without repeating the details of the Bhuyan model, we present here the follow. ing two basic equations which represent the process involved in calculating the trade effects of the proposed union: em price elasticity of import demand of a member concerned, and Equation (1) yields the direct price effects of a customs union on a member's total imports, derived as a result of the alteration of tariffs and, hence, of prices.2 The first term on the right hand side of the equation is always positive3 and will indicate the expected change in the member's imports from inside the union as a result of tariff elimination. The whole of this change can be said to constitute trade creation. The second term measures the expected change in the member's imports from outsiders as a result of the adjustment of the pre. union tariffs to the newly set up CET. This change may be positive or negative depending on whether there is a downward or upward adjustment of the pre-union tariffs to the level of the CET.
If there is a downward adjustment of the pre-union tariffs, Le. when Ci < ti and, t. -c. hence, 1 1 < 0, there will be an expansion of imports from outside the union 1 + t.
(external trade' creation). In the opposite case, when c. > tj and, hence, t-~1 > 0, the member's extra-area imports will decline. 1 + t; Equation (1) provides a measure of the total import effects of tariff elimination which contains elements of both trade creation and trade diversion, but it does not show the full extent of trade diversion. It is equation (2) which givesa measure of the amount by which extra-regional imports of a member country will be substituted by intra-regional imports. This substitution effect, AM . will indicate trade diversion whenever it turns out to be negative, and trade exp:~sion with nonmembers whenever it turns out to be positive.
2This is based on the very simplifYing assumption that price changes occur entirely due to changes in tariffs, which effectively rules out from our purvil!w all non-tariff barriers such as quotas, exchange control and other restrictive trade practices.
. 
DATA
Equations (l) and (2) thus constitute a complete model for estimating the total expected change in imports of member countries in a customs union and the extent of trade diversion in it resulting from the union. The advantage of this model lies in its simplicity and operational efficiency. It directly estimates the trade diversion effects, a knowledge of which is essential for assessing the desirability of an integration scheme. The residual, derived by subtracting the substitution effect from the total import effects, automatically determines the net change in the member's intraregional imports.
The estimation of the trade effects involves the use of data on tariffs, price elasticities, the elasticities of substitution, and intra-and extra-regional imports of the member countries. The import figures used are those of 1976 and are presented, along with the results, in the next section. A few words on each of the variablesused in our model appear below.
The Structure of Tariffs   Table 1 sets out, at the SITC one-digit level4, the averagenominal tariff rates5 for each of the five South Asian Countries under consideration. The rates are weighted averages of rates on components within each broad group, the corresponding import values having been used as weights. The rates of CET have been computed by taking the weighted average rates of all country averages,where extraregional import of each country has been used as weights.6
Price Elasticities of Import Demand
The elasticity co-efficients for all five countries relating to the various commodity categories are presented in Table 2 . The values for Bangladesh, India, Pakistan and Sri Lanka have been taken from Bhuyan [5] . In the case of Nepal, for which. appropriate statistical data are not available, we have used Bangladesh's parameters as proxies, except with respect to the price elasticity of demand for SITC 0 + I for which we have assumed a magnitude of unity. The reason for the former 5IdealIy, it is the effective rates, rather than nominal rates, which should have been used for estimating the probable effects of tariff elimination on trade flows. However, because of lack of detailed information on effective tariff rates of all the five countries under study, we have to be content here with the use of only nominal rates in our computations.
6This is in keeping with the GATT requirement that the rates ofCET of the union should not exceed the average of the pre-union tariff rates of member countries.
-- and its relation to price changes, if any, was likely to be negligible. We, therefore, presume that a parameter higher than that of Bangladesh should be more appropriate.7
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. country will either be competitively superior to or highly differentiated from the competing intra-union imports. Considering all these factors, we have assumed a magnitude of (-) 2.5 for substitution elasticity for all countries and for all commodity groups. This would seem to be a conservative figure, although it is two -and-a-half times larger than the average import demand elasticity of South Asia.
THE RESULTS AND INTERPRETATION
The Elasticity of Substitution Because of non -availability of relevant data on the volume and prices of imports of member countries from both within and outside the region, it has not been possible for us to estimate the elasticities of substitution for import into these countries. We had, therefore, to assume a certain magnitude for substitution elasticity based on a number of well-considered factors.8
Our choice of a particular magnitude has been guided by the accepted belief, based on certain empirical findings [8] , that the substitution elasticities are generally much higher than the import demand elasticities. This means that the elasticity of substitution for imports into a member country between partner and non-partner goods is likely to be higher than the average elasticity of demand for similar imports from member countries.
There are well known reasons for this being so. The elasticity of substitution between two sources of supply is influenced by, among other things, the extent of the substitutability of the two goods. Ceteris paribus, the greater the extent of substitutability, the greater is the elasticity of substitution likely to be.9 It is highly possible that most goods produced in South Asian Countries would be inferior substitutes for similar products of many non -union countries which would lower the elasticity of substitution of imports from t;he member countries and raise that of imports from outside the union. This, will however, partly be offset by the geographical proximity of partner countries, which creates the advantagesof comparatively lower transport costs, in addition to those of relatively free and sheltered markets. Nevertheless, it may safely be presumed that extra-union imports in a member
The estimated trade effects of a South Asian Customs Union are detailed in Tables 3 through 7 for the five participating countries, and summarized for the region as a whole in Tables 8 through 10 . The welfare implications of the union for the member countries are shown in Table 11 .
Trade Effects on Individual Countries
Bangladesh
The estimated increase in Bangladesh's intra-regional import as a result of the union is $ 33.5 million, Le. about 48 percent of the existing level of her intraregional imports.
This increase is seen to take place largely in manufactures and partly in raw materials. The structure of CET, as conceived in this study, leads to a downward adjustment of~angladesh's tariff level, and, hence, no trade diversion is expected to occur. On the other hand, because of the realignment of the tariff level downward, there is some evidence of trade expansion with outsiders. This increase is more than half of the increase in intra-regional imports and about a third of the increase in total imports.
The estimated rise in total imports of Bangladesh is $ 51 million, Le. about 6 percent over the pre -existing level of imports. The country's intra-regional imports as percentage of total imports are expected to go up from 7.8 percent in the 'pre-union period to about 13 percent immediately after the union.
India
7We believe that even if the magnitude were slightly different from the one chosen by us, it would not have affected the results to any significant extent.
8This is a fairly common practice. In similar statistical exercises in the past, a number of authors made use of such assumptions on the magnitude of the elasticity of substitution of imports between two sources of supplies. See, for example, [1; 9; 15] .
9por example, Banerjee [2] found the elasticity of substitution relating to the import of cotton piece-goods in India from U. K. and Japan to be as high as (-) 8.64.
The predicted increase in India's imports from within the region is $ 31.5 million, which is an increase of about 64 percent in her intra-union imports over the base year. This increase will be concentrated mostly in primary products, Le. SITC 0, 1 and 2. This is not at all surprising because at the current levelofIndia's industrial development relative to the other countries of the region, there is only limited scope for the country to import manufactured products from the other partners.
The estimated rise in India's total imports amounts to $ 408.2 million, which is 5.8 percent ,of her initial total imports. The results do not show any trade diversion for India's imports. On the contrary, the extra "regionalimports are expected to I Sourcesand Method: Own calculationsbased on method describedin the text; for basicdata the sourcesare sameas in Table 3 . $ 81 -, -,.
,-,. increase by $ 376.7 million, Le. by 5.8 percent over the initial level of such imports. However, in contrast with the large percentage increase in India's intra-regional imports, the increase in her total imports after the union is seen to be very small. This is due to the fact that intra-regional imports constituted a very small proportion of the country's total trade, and, hence, even a very large percentage increase in her intra-regional imports is unlikely to bring about any notable increase in her total imports. Table 6 . (c) The difference between external trade expansion of $ 18.31 m and trade diversion of $ 0.76 m; see Table 3 . Table 9 Estimated Changesin Imports in South Asian CountriesAfter Union Derived from Table 8 .
Source:
Derived from Table 8. Nepal's existing tariff rates are the lowest among the five South Asian Countries, and the height of the CET that will emerge after the union will therefore invariably be higher than her pre-union tariff rates. As a result, the increase in imports from the region due to tariff withdrawal is likely to be relatively small. Thus, imports from intra-regional sources are likely to rise by $ 21.5 million, i.e. about 21 percent of initial intra -regional imports. The estimates suggest that the share of the region in the country's total imports, which was 61.2 percent before the union, will increase to 65.2 percent immediately after the union. In contrast to the intra-regional trade changes, the establishment of the CET at a higher level is expected to lead to a substantial amount of trade diversion from extra-regional sources. The estimates here show that a customs union in South Asiawill lead to a trade diversion for Nepal amounting to $ 31 .4 million which is about one-half of the country's extra -regional imports and about a fifth of her total imports.
Pakistan
Pakistan's intra -regional imports are expected to increase by $ 40.3 million, i.e. by 68 percent of the initial intra-regional imports. The extent of trade diversion from outside sources is 47 percent of the increase in intra-regional imports, i.e. about $ 19.00 million. The categories in which trade diversion is seen to take place are crude materials and machinery and transport equipment. There will, however, occur a large amount of trade expansion, totalling over $ 64 million, with non-union sources (external trade creation), which more than compensates for the loss from. trade diversion. This expansion of trade with outsiders is the result of a downward adjustment of Pakistan's national tariffs to the level of the CET.
The change in the country's total imports is estimated at $ 86.1 million, or only 3.9 percent of her pre-union imports. Over a half of this increase is found to lie in the imports of manufactures and another 40 percent in food items. The region's share in Pakistan's total imports will rise from 2.66 percent in the pre-union period to 6.3 percent immediately after the union. will derive welfare gains amounting to as low as 0.07 percent of the total regional income.
CONCLUDING OBSERVAnONS
Conclusions
The estimation of national gains and losses resulting from the formation of a union have important policy implications, especially with regard to the equitable distribution of benefits among the partners. They not only provide an opportunity for ascertaining any possible set-back that particular members might encounter in the process of their development through participation in it, but are also helpful in adopting suitable measures for off-setting such set-back, such as compensatory economic assistance to affected partner(s) and/or elongation of the period of transition in the process of the removal of trade barriers. Note, however, that the question of the equitable distribution of benefits, though very important, must not be overemphasized because, in the first place, undue concern about it might lead to unending negotiations and, in the second place, even if the sharing cannot be made ideally equitable, all partners might still benefit from an 'expected increase in non-zero sum game'.
Further Observations
The results obtained in the present study suffer from certain limitations which are inherent in the model itself, because of the assumptions behind it. First, the elasticity estimates are vitiated by the failure of the model to make appropriate allowance for the presence of quantitative restrictions on imports. Second{y, the high degree of aggregation in the commodity groups, in which both high-elasticity and low-elasticity products are lumped together, constrains the predictive effectiveness of the model. Thirdly, the model considers the once-for-all reallocational effects and ignores the long-run dynamic effects of economies of scales, and other benefits that may accrue from market enlargement and competition consequent upon the formationof a customsunion.I I Nonetheless, let it be asserted that one would find the model a comparatively more convenient as well as efficient tool for analysing the static effects of a customs union. Furthermore, the static results, though quantitatively less impressive, are qualitatively highly significant since the direction of change indicated by them is undoubtedly encouraging to possible attempts at the formation of a customs union among the South Asian Countries.
liThe argument for the formation of a customs union would be much stronger if one could also examine its dynamic consequences. These effects are not, however, easily amenable to quantitative estimation. Nevertheless, fairly encouraging results have been obtained by the present authors in their evaluation of some of the likely dynamic gains of a South Asian integration scheme, especially in matters of the scale effects of market expansion following union [22] .
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